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Should central banks use monetary policy to stabilise asset prices, particularly home and equity prices? There is no
question that monetary policy is an important tool for controlling inflation. A workable extension might be to also use
it to control asset prices. If that can be done, it would seem to be a desirable goal since booms in property prices
have triggered episodes of financial instability.
Stefan Gerlach, professor of monetary economics, Johann Wolfgang Goethe University of Frankfurt, points out that
no central bank has had lowering home prices as one of its policy goals. However, said Gerlach, “…many have
expressed concern that asset prices, including property, are too high and some have raised interest rates in
response.” He cites two central banks which have factored in the level of property prices in determining their stance
on monetary policy, the Reserve Bank of Australia and the Swedish Riksbank.
Gerlach was the featured speaker recently in the Economics and Statistics Seminar Series, School of Economics,
Singapore Management University. Along with Katrin Assenmacher-Wesche, Research Department, Swiss National
Bank, he coauthored a paper on “Ensuring Financial Stability: Financial Structure and the Impact of Monetary Policy
on Asset Prices”. The paper studied how residential property and equity prices, inflation and economic activity
responded to monetary policy shocks in 17 countries over a twenty year period, from 1986 to 2006.  
Making Policy Work
The authors consider whether lowering asset prices is an advisable policy goal. For it to work requires several rather
stringent conditions. First, it requires that central banks can identify whether the asset prices are indeed inflated.
Are the prices moving too fast and in a way that is out of line with fundamentals? Second, it requires that policy-
controlled interest rates have stable and predictable effects on asset prices. Third, the effect of monetary policy on
the interest rates must be about as rapid for all asset prices. It is not desirable to stabilise property prices and not
equity prices since stabilising one would lead to greater volatility in the other. Fourth, the interest rates changes
required to stabilise asset prices should not be so great as to change inflation from its desired levels. Fifth, the
effects should be rapid so that the effects dampen property prices inflation before the bubble bursts on its own.
The paper looks at the impact of monetary policy on the economy of individual countries. It shows that monetary
policy affects assets prices but the effects are small compared to the effects on inflation. How large are the effects
of monetary policy on asset prices depend to some extent on the financial structure of the country. (But it turns out
the effect is less than commonly thought.) The sample included 15 European countries as well as Japan and the US
using quarterly data for equity and residential prices from 1986 to 2006. Residential property data was taken from
the Bank for International Settlements. It includes 84 observations. The study used a vector autoregressive model
(VAR), also known as pooled data.
The problem shows up in the data in the second half of the 1980s, following the liberalisation of the housing finance
sector. After that, property prices were weak in the 1990s following the US recession in 1990-1991 and the higher
European interest rates in 1992-1993.
Monetary Policy and Asset Prices
In the estimates, the authors assume asset prices react immediately to changes in monetary policy. The central
banks, however, show a lag in reacting to the higher asset prices. The authors find that the responses of property
prices coincide with the real GDP of the countries in question. It could be because income changes impact demand
for housing. Or it could be that property prices influence GDP through a wealth effect.
As for other significant findings, the authors show that “after four years, property prices fell about three times as
much as the level of real GDP. The difference was 0.6% for property versus 0.2% for real GDP. Finally, the study
found that the peak impact of monetary policy on equity prices and property prices is about the same, the timing is
different.”
Does it work? Is monetary policy effective in dampening property and stock market booms? The authors’ answer is
yes: “… monetary policy has large and predictable effects on property prices and that these effects are roughly
coincident with its effect on real economic activity.” If the central bank makes a 25 basis point increase in short-
term interest rates, it depresses real GDP by about 0.2% and real property prices by 0.6%. Of course, the effect is
not immediate. The time lag for the full effect to be realised is about four years.
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Role of Commercial Banks
The question arises as to whether the market would sort things out itself without need for central bank intervention.
For example, if it looks like property prices are on the high side, commercial banks would tighten their lending
requirements. There would be no need for central banks to take action by raising interest rates to lower the
property prices.
There is also an assumption that the central banks may have more insights and a greater ability to spot a housing
price bubble. Is it correct? Can central banks do this better than commercial banks? Gerlach responds: “House prices
partially depend on the extent to which people can borrow from banks. If the availability of bank loans fell, prices
would too. To understand whether current prices are warranted, you must have a view on weather the economy-
wide availability of credit is too ample or not. Individual commercial banks can only see their own books. The central
bank, however, has privileged access to a lot of information from across the economy and can more easily see the
big picture.”
Another possibility is that verbal persuasion or “jaw-boning” could be used. While he generally favours this approach,
Gerlach has his doubts as to whether it would be effective here. The problem, he says, is “… the central bank must
have the legal authority to instruct them to do so [to tighten mortgage lending standards].        Otherwise the
banks will simple disregard them – since lending is very profitable.”
One can also generalise to the well-known problem of externalities. Gerlach points out the public sector typically has
a role when externalities exist. “Whenever there are externalities so that social and private returns differ, there is a
role for the public sector. For example, there is a clearly need for speed limits – (otherwise we could drive our cars
at whatever speed we wanted).”
Effects on Real GDP
The result suggests that while monetary policy could effectively be used to head off an unsustainable property or
stock market boom, it would also depress real GDP. Of course, this is a major knock-on effect -- and probably more
important than the property or stock market bubble. The findings show that raising interest rates to offset a 15%
annual rise in property prices (which is not so unusual) would depress real GDP by 5% (a substantial amount). As for
equity prices, the effects of monetary policy on deflating stock prices has about as large an impact as it does on
property prices.
The timing, however, is quite different. As Gerlach points out, “The equity prices decline immediately and return to
the initial level by the time property prices reach their trough.” The conclusion is that the timing difference makes it
not possible to use monetary policy to stabilise both property and equity prices. In summary, the authors state:
“Overall, the evidence presented in the paper casts doubts on the effectiveness and desirability of using monetary
policy to mitigate asset prices cycles.”
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